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Corporate Profile 


instar Resources Ltd. (“the Company”) is a junior oil and gas company, which explores for, develops, 
produces, and sells crude oil, natural gas and natural gas liquids in the Provinces of Alberta and 
Saskatchewan. The Company was incorporated on January 2, 1996 as 679601 Alberta Inc. On February 15, 1996, 
the Company amended its corporate articles and changed its name to Virginia Energy Corporation. On August 1, 


2000, the Company amended its corporate articles to consolidate the common shares of the Company on the basis of 


one new for five existing shares and changed its name to Winstar Resources Ltd. 


Winstar is a public company, whose common shares trade on the TSX-Venture Exchange under the symbol 


“WRL.” The Company has its business office in Calgary, Alberta, with field operations at Taber, Alberta and 


Estevan, Saskatchewan. 


ANNUAL AND SPECIAL MEETING 


The Annual and Special Meeting of Shareholders of Winstar Resources Ltd. will be held at 2:30 p.m. on Wednesday, 


June 9, 2004, in the Trophy Lounge at the Calgary Petroleum Club, 319 Fifth Avenue SW, Calgary, Alberta. 
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As of December 31 2003 2002 Change 
Production and Prices 

Natural gas sales (Mcfd) 405 B28) -23% 
Oil and NGL sales (bopd) 262 70 +274% 
Average daily production 6:1 (boepd) 329 ISU +110% 
Average natural gas price ($/Mcf) $6.14 $4.09 +50% 
Average oil and NGL price ($/bbl) $33.53 $31.44 +7% 
Reserves and Value’ 

Proved and Probable (boe) 1,588,000 336,200 372% 
Net Present Value @ 10% $11,013,900 $2,549,000 332% 
Land and Value 

Net undeveloped acres 68,131 elie +5,713% 
Fair market value $8,058,000 $57,200 +13,987% 
Financial* 

Petroleum and natural gas sales $4,143,203 $1,534,428 +170% 
Cash flow from operations $533,669 $370,656 +44% 
Net loss $(890,898) $(150,225) -493% 
Working capital surplus $2,787,057 $4,056,881 -31% 
Bank debt Nil Nil — 
Shareholders’ equity $18,017,081 $5,754,471 +213% 
1. The 2003 reserves data is not directly compare le to 2002 data due to the application of different risk assessments under 


the new reporting requirements. However, for the 


reasonably comparable to proved plus one-half pro 


2. Comparative figures for 2002 have been restated due to the adoption of CICA Handbook Section 3100, 


Obligations” (see note 3 to financial statements). 
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President’s Message to Shareholders 


n behalf of the Board of Directors and staff of the Company, it is my pleasure to present the 2003 Annual 
Report. 


The Company has enjoyed its best year since its incorporation in 1996. In 2003, the Company experienced 
unprecedented growth in all sectors. Production increased by 110% to average 329 barrels of oil equivalent per day 
(boepd), cash flow hit a record $533,669, up 44%, and proved and probable reserves (2002 established) increased by 
372% to 1,588,000 boe. 


During 2003, the Company successfully implemented an exploration driven strategy. Over the past twelve 
months the Company aggressively expanded its land holdings in Alberta and Saskatchewan. The Company’s 
mineral rights in 2003 grew dramatically to stand at 231 gross (116 net) sections of which 205 gross (106 net) 
sections are undeveloped and 26 gross (10 net) sections have been assigned reserves. Land has been acquired 
through farmin agreements, work commitments, corporate and property acquisitions, plus successful bidding at 
Crown land sales. The Company’s opportunity base extends from low risk water flooding and infill drilling of 
existing oil fields in southern Alberta and Saskatchewan, to medium risk pool extensions in Ferrier-Whitecourt, to 
high risk ‘company makers’ in northern Alberta. Within the Company’s current five core areas of southeast 
Saskatchewan, Taber, Herronton, Ferrier-Whitecourt, and Duncan/McKenzie, the Company has defined three to 


five years of exploration opportunity. 


2003 HIGHLIGHTS 
First Quarter 


* Exploration Inventory Expanded — 1 gross section farmin at Herronton 


Second Quarter 
® Exploration Inventory Expanded — 9 gross section mineral lease at Duncan/McKenzie and 1 gross section 


farmin at Garrington ff 
® Oil Well drilled (50% working interest before payout) at Herronton 


® Taber Oil Property Enhanced — average production increased from 62 bopd in 2002 to 132 bopd in 2008 by the 


drilling of two net wells and the recompletion of six existing net wells 


Third Quarter 


= Exploration Inventory Expanded — 182 gross section farmin at Ferrier-Whitecourt 


® Financial/Production Base Enhanced — private company with 325 bopd purchased for $8.1 million of cash, 


shares and working capital deficiency 


* Capitalization Increased — 10 million common shares sold for $0.70 per share F 


* Board of Directors Reconstituted — Board expanded to five directors, with the addition of two new independent 


directors and one management representative, plus a corporate secretary 
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4 Fourth Quarter 
® Exploration Inventory Expanded — purchased 3.8 net sections of undeveloped land in the Ferrier-Whitecourt 


area 


* Capitalization Increased — 1.9 million common shares sold for $1.05 per share and 3.6 million flow-through 


shares sold for $1.40 per share 


OUTLOOK 

The Company is set for continued growth and a record 2004. Since July 2002 when the Company was 
restructured under the current management team, the Company has prospered. The transition to prosperity has 
entailed the redirection to new projects and the enhancement of existing assets. Our statement of operations while 
improved, still has a number of outstanding challenges at the end of 2003, most notably, high operating ($12.96 per 
barrel) and high depletion costs ($13.71 per barrel). The Company anticipates significant improvements to these 


expenses as new production comes on stream. 


Production and reserves growth year over year is the lifeblood of an oil and gas company. In a high commodity 
price environment, an accretive producing property or company acquisition is difficult. The Company’s sights are 
set on adding production and reserves through the drill bit and to that end it has established an impressive 
opportunity base within several of western Canada’s prolific oil and gas fairways. The Company has plans during 
2004 to drill 8 to 10 wells and recomplete 10 to 12 existing wells currently suspended or abandoned. This record 


planned $15 million capital program for 2004 is expected to be expended evenly over the entire year. 


These are excellent times for the energy industry. Commodity prices are high, interest costs are low, and the 
45 economies of Canada and USA are expanding. Management is convinced that shareholders, with patience, will be 


substantively rewarded for their support. 


Respectfully submitted on behalf of the Board, 


David A. Monachello 
President and Chief Executive Officer 
April 30, 2004 
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Operations Review 


n 2003, the Company spent $6.9 million on capital expenditures developing its properties in Taber, Alberta 
and southeastern Saskatchewan, through workovers and recompletions of existing wells and development 


drilling, plus exploration at Herrington and Ferrier-Whitecourt. 


During the year, the Company drilled nine (5.8 net) wells resulting in six (4.1 net) oil wells, one (0.5 net) dry 
hole and two (1.2 net) suspended wells. In addition twelve (8.4 net) wells were recompleted, resulting in seven (5.0 


net) oil wells, two (1.23 net) gas wells, two (1.23 net) suspended wells and one (1.0 net) dry hole. 


The Company drilled two wells, and re-activated or frac’d six wells in 2003 in Taber, an operated oil property 
in southern Alberta in which the Company has a 100% working interest. Production was increased 113% from an 
average 62 bopd in 2002 to an average 132 bopd in 2003. At December 31, 2003, the Company had 13 producing oil 
wells plus one water injection well and 1,800 net acres of undeveloped land. The next development phase for this 
property, planned for 2004, is to evaluate the potential to waterflood the reservoir for increased production and 


reserves. 


At Herronton, Alberta, the Company drilled and completed a well, which has consistently produced 100 bopd 
(50 bopd net) and 125 Mcfd (62.5 Mcfd net). With this success, the Company is hoping to drill several new wells in 
2004. 


In July 2008, the Company entered into an agreement with a major company for a two year, $10.5 million work 


commitment to earn an interest in about 182 sections in the Ferrier-Whitecourt area of west central Alberta. Work 


was started in the fourth quarter of 2003 with one successful oil well (0.27 net) drilled and a successful gas well 
(0.60 net) recompleted. The oil well is currently on production at 30 bopd and 700 Mcfd (gross) and the gas well is 
on production at 1.1 MMcfd and 25 bopd (gross). This new area will be a focus of Winstar’s activity in 2004 with a 


program planned to commence in May to drill 5 new wells and re-enter 10 existing wells. 


Also in July 2003, the Company completed the acquisition of Warwick Energy Ltd. for an enterprise value of 
$8.1 million, which had production of about 325 boepd in Saskatchewan. A shut in gas well was placed on 
production at Verlo in August at 1.2 MMcfd (240 Mcfd net). The Company drilled three (2.4 net) horizontal 
development wells, which resulted in two (1.4 net) oil wells and one (1.0 net) suspended well. However, the results 
were less than expected from the horizontal wells. The Company will continue to selectively drill in Saskatchewan 
and may also look to bring partners into our 2004 Saskatchewan drilling program. The Company also drilled one 


(0.5 net) vertical exploratory dry hole in Saskatchewan. 


The Company completed an engineering evaluation of the Benson property in southeast Saskatchewan, which 
concluded that additional water injection into the oil reservoir will ultimately increase the pool’s production 
capability and oil recovery. The Company submitted an application to government in December 2003 to implement 
the waterflood and approval was received in January 2004. Work on the wells and facilities was completed in the 
first quarter of 2004. 

AA 
LAND AND SEISMIC 
The Company was very successful in 2003 in significantly increasing its undeveloped land holdings. Through 


the agreement, discussed above, to spend $10.5 million over two years in the Ferrier-Whitecourt area, the Company @ 


earned an interest in 82 net undeveloped sections. 
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The Company added to its undeveloped land position through a three-year exploration permit for the mineral 
2) rights on the Duncan’s First Nation Indian Reserves No. 151A and No. 151K. This agreement covers approximately 
nine sections (5,995 net acres) located in Township 81 and 82, Range 19 W5M. The Company has shot 


approximately 37 kilometres of seismic and expects to spud the first well this summer. 


The Company acquired lands at Crown sales, spending almost $590,000 to acquire interests in 9.7 sections 
with an average 92% working interest. Further, the Company acquired an interest in another four sections of land 


from partners by paying $100,000 through pooling and equalization agreements. 


At December 31, 2003, the Company had an interest in 68,131 net undeveloped acres valued by Seaton-Jordan 
and Associates Ltd. at $8.1 million. This compares to 1,172 net undeveloped acres at December 31, 2002 valued by 
McDaniel and Associates Consultants Ltd. (“McDaniel”) at $57,200. 


The Company continued to define its drilling prospects by the use of seismic, spending just over $1.0 million in 
2003 to acquire almost 57 kilometres of conventional and 16 square kilometres of 3-D seismic. In particular, the 
Company shot almost 37 kilometres of seismic at Duncan, acquired 20 kilometres of seismic at Edson to define a 
Banff and Elkton prospect to be drilled this summer and shot about 16 square kilometres of 3-D seismic at 
Ingoldsby, Saskatchewan to define several horizontal drilling targets. The Company continues to interpret the 


seismic included as part of our Ferrier-Whitecourt agreement. 


RESERVES 
The Company’s 2003 year-end reserves were evaluated by McDaniel in compliance with the newly implemented 
National Instrument 51-101, Standards of Disclosure for Oil and Gas Activities (NI 51-101). These new standards 
] establish a higher mandated confidence level for proved plus probable reserves. Under NI 51-101, proved reserve 
estimates are defined as having a 90% probability that the quantities actually recovered will equal or exceed the 
estimated proven reserves. For proved plus probable reserves, there must be a 50% probability that the quantities 


actually recovered will equal or exceed the sum of the estimated proven plus probable reserves. 


The application of NI 51-101 generally requires assigning more conservative reserves. However due to the long 
stable production history for Winstar’s Taber and Saskatchewan production, the overall revisions in estimates were 
relatively small, a reduction of 6.8% on a proved basis and 13.4% on a proved plus probable basis. The new wells 
drilled by Winstar in the fourth quarter do not have a production history and therefore have been assigned 


reserves on a conservative basis. 


The acquisition of Warwick Energy Ltd. and additions through drilling and development activities in 2003 
resulted in a significant increase in Winstar’s reserves. Year-over-year, the Company’s proved reserves increased 


321% and proved plus probable (2002 established) reserves increased 372%. 


On a proved basis, acquisitions and discoveries, net of revisions, replaced annual production by 8.8 times. For 


proved plus probable reserves, acquisitions and discoveries replaced production by 11.4 times. 


Winstar’s proved plus probable reserve life index (RLI is 8.2 years at year-end 2003. This compares to 4.8 
years for the prior year using 2002 established reserves. RLI is calculated using the McDaniel reserves and the 


fourth quarter production. 
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Reserve Estimates? 


Net 

Oil and Natural Oil Present 

NGLs Gas Equivalent Value 

December 31, 2003 (Mbbls) (MMcf) (Mboe) ($000s) 

Proved developed producing 789 595 888 $ 6,677 

Proved developed non-producing 22 630 127 1,581 

Proved undeveloped 219 — 219 748 

Total proved 1,030 1,225 1,234 9,006 

Probable 258 SS 354 2,008 

Total proved plus probable 1,288 1,799 1,588 $ 11,014 
1. The Company’s oil, natural gas liquids and natural gas reserves were evaluated using McDaniel escalated price forecasts 


effective January 1, 2004, discounted at 10%, including ARTC and prior to provision for income taxes, interest, debt 

service charges and general and administrative expenses. It should not be assumed that the discounted future net 

revenues estimated by McDaniel represent the fair market of the reserves. 

The reserve estimates for 2003 are not directly comparable to the prior year estimates due to the application of 
different risk assessments under the new reporting requirements. However, for the proved plus probable case, the 


2003 year-end assignments are reasonably comparable to proved plus one-half probable, or established, reserves at 


December 31, 2002. The following tables have been compiled on this basis. Numbers may not add due to rounding. 


Reserve Reconciliation 


Proved Plus 
Oil and NGLs (Mbbls) Proved Probable Probable 
December 31, 2002 233 36 269 
Revisions in estimate (10) (36) (46) C 
Discoveries and additions 195 39 234 
Acquisitions 708 219 926 
Dispositions — — — 
Production (95) — (95) 
December 31, 2003 1,030 258 1,288 

ff 

Natural Gas (MMcf) % 
December 31, 2002 362 42 404 
Revisions in estimate (61) 66 _& 
Discoveries and additions 578 439 aR OANG 
Acquisitions 494 28 522 
Dispositions — — — 
Production (148) — (148) 
December 31, 2003 1,225 ays) 1,799 


Oil Equivalent (Mboe) 


December 31, 2002 293 43 336 
Revisions in estimate (20) (25) y (45) 
Discoveries and additions 291 WZ 404 
Acquisitions 790 224 1,013 
Dispositions — — — 
Production (120) — (120) 
December 31, 2003 1,234 354 1,588 
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9 Management’s Discussion and Analysis 


he following is management’s discussion and analysis (MD&A) of financial conditions and results of 
operations for the year ended December 31, 2003. This MD&A, dated April 30, 2004, should be read in 
conjunction with the audited financial statements for the year ended December 31, 2003. The financial information 
contained herein has been prepared in accordance with Canadian generally accepted accounting principles (GAAP). 
All comparative percentages are between the years ended December 31, 2003 and 2002 and all dollar amounts are 
expressed in Canadian currency, unless otherwise noted. Additional information about the Company, including the 


Annual Information Form, will be available on SEDAR, at www.sedar.com. 


Oil Equivalent Conversion (boe) 
Barrels of oil equivalent “boe” amounts have been calculated using a conversion rate of six thousand cubic feet 


of natural gas “mcf” to one barrel of oil and natural gas liquids (6 mef = 1 bbl). 


Forward Looking Statements 
Statements throughout this annual report that are not historical facts may be considered “forward looking 
statements.” These forward-looking statements sometimes include words to the effect that management believes or 
expects a stated condition or result. All estimates and statements that describe the Company’s objectives, goals or 
future plans are forward-looking statements. Since forward-looking statements address future events and 
conditions, by their nature they involve inherent risks and uncertainties. Actual results could differ materially 
9» from those currently anticipated due to any number of factors, including such variables as new information 
regarding recoverable reserves, changes in demand for, and commodity prices of crude oil and natural gas, 
legislative, environmental and other regulatory or political changes, competition in areas where the Company 


operates and other factors discussed in this annual report. 


DESCRIPTION OF BUSINESS 

The Company is a junior oil and gas company, which explores for, develops, produces, and sells crude oil, 
natural gas and natural gas liquids in the Provinces of Alberta and Saskatchewan. The Company was incorporated 
on January 2, 1996 as 679601 Alberta Inc. On February 15, 1996, the Company amended its corporate articles and 
changed its name to Virginia Energy Corporation. On August 1, 2000, the Company amended its corporate articles 
to consolidate the common shares of the Company on the basis of one new for five existing shares and changed its 


name to Winstar Resources Ltd. 


On July 31, 2003, the Company completed the acquisition of all of the outstanding shares of Warwick Energy 
Ltd., a private Canadian company. Warwick had production of 325 barrels of oil equivalent per day (98 per cent 
light oil). 


Winstar is a public company, whose common shares trade on the TSX-Venture Exchange under the symbol 
“WRL.” The Company has its principal business office in Calgary, Alberta, with field operations at Taber, Alberta 


and Estevan, Saskatchewan. 
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SUMMARY OF ANNUAL RESULTS 


2002 
2003 (Restated — note 3) 2001 
Petroleum and natural gas sales $4,143,203 $1,534,428 $687,679 
Net loss $(890,898) $(150,225) $(100,409) 
per share, basic and diluted $(0.04) $(0.01) $(0.01) 
Total assets $26,443,547 $6,799,656 $2,899,970 
Bank debt — a $55,936 


The Company has evolved from a company without full time staff and producing 65 boepd in 2001 to one in 
2002 averaging 157 boepd with a new three-person management team and a growth strategy for the future. The 
implementation of this strategy commenced in the last half of 2002. The record growth continued in 2003 with a 
corporate acquisition, expansion of the undeveloped land base and development of internally generated exploration 


and development opportunities. 


RESULTS OF OPERATIONS 

The Company built on the results of the strategy that began in 2002. In 20038, record production levels and revenue 
were achieved. The main contributors were the Taber property acquired in 2002, which was further enhanced with 
drilling and recompletions in 2003; as well as the acquisition of a private company, Warwick Energy Ltd., that added 
another core area, southeast Saskatchewan, producing light oil and natural gas, to the Company’s expanding production 
base. In addition, the Company entered into a $10.5 million work commitment that provides an 82 net section 


undeveloped land base in the Ferrier-Whitecourt area of Alberta that will be a focus of the Company’s future exploration 
and development activities. ¢ 


Production 

Combined oil, natural gas and natural gas liquids production for the year ended December 31, 2003 increased 
substantially when compared to the same period in 2002. The Company’s daily production averaged 329 boepd for 
the year ending December 31, 2003, up from 157 boepd during the corresponding period of 2002, which represents 
an increase of 110%. The significant increase in 2008 production is primarily attributable to the July 31, 2003 « 
purchase of Warwick Energy and drilling and recompletion activity at Taber. Southeast Saskatchewan was the 
Company’s largest producing area contributing 44% of 2003 production. Taber averaged 132 bopd in 2003 or 40% of 
the Company’s 2008 average production. This was a 113% increase over the 62 bopd achieved in 2002. ; 


2003 Quarterly Production (boepd) 
Yearly Average 


Area Q1 Q2 Q3 Q4 2003 2002 
S.E. Saskatchewan _ — 224 SoZ 145 — 
Taber iz 125 168 2a 132 62 
Sturgeon Lake S15) 54 35 44 46 92 
Other 2 1 2 17 in 3 
Total (boepd) 169 180 429 534 329 qo 
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2003 Monthly Production (boepd) 


S.E. Saskatchewan 


i Taber 


O Sturgeon Lake 


& Other 


Revenue 
During the year ended December 31, 2003, oil and gas sales increased by 170% to $4,143,203 as compared to 
$1,534,428 for the same period in 2002. Revenue benefited significantly from the addition of the S.E. Saskatchewan 
light oil and natural gas properties from the Warwick Energy Ltd. corporate acquisition on July 31, 2003. The 
Company’s two major revenue producing areas in 2003 were the Saskatchewan properties which contributed 44% of 
2003 gross revenue and Taber, Alberta, the Company’s medium gravity crude property, which contributed 36% of 
e) Company gross revenue in 2003. The acquisition of the Saskatchewan properties resulted in the production 


revenue mix changing from 48% derived from oil in 2002 to 77% in 20038. 


The 2004 product mix will still favour oil} however, the 2004 drilling program is targeting a mix of light oil and 
natural gas, which should result in an increased gas component compared to 2003. Revenue growth is attributable 
to both product pricing and the 110% increase in production during 2003. Average oil and NGL prices increased 7% 
to $33.53 per bbl from $31.44 in 2002 and natural gas prices increased 50% to average $6.14 per Mcf in 2003 from 
$4.09 per Mcf in 2002. 


The Company sells its Alberta natural gas and crude oil into the Alberta spot market. For the period beginning 
August 1, 2003 and ending March 31, 2004, the Company has a commodity swap agreement with a Canadian bank, 
which requires the Company to sell 150 barrels per day of crude oil to the bank at WTI Cdn. $41.30 per barrel. For 
the period August 1, 2003 to December 31, 2003 a slight gain of $2,796 was realized. Effective April 1, 2004, the 
Company entered into a swap agreement for 150 barrels per day until September 30, 2004 at WTI Cdn. $40.20 per 


barrel. 


Royalties 
Royalties increased from $343,486 ($6.01 per boe) in 2002 to $981,269 ($8.17 per boe) in 2003. This significant 
increase is consistent with the production and revenue increase that the Company experienced in 2003. As a 
percentage of revenue, the royalty rate increased from 21.8% in 2002 to 23.9% in 2003. A large portion of Company 
revenue comes from freehold land resulting in freehold royalties forming the largest single component of total 
royalties at 52%, a decrease from 89% in 2002. Crown royalties, primarily from the Saskatchewan production, 
made up approximately 38% of total royalties in 2003 compared to 2002 when Crown royalties were negligible. 
yd Crown royalties from Alberta and therefore the associated Alberta Royalty Tax credits were not significant in 2002 


and 2003. 


2003 ANNUAL REPORT 9 


WINSTAR RESOURCES LTD. 


10 


Operating Expenses 
Operating expenses were $1,557,156 ($12.96 per boe) for the year ended December 31, 2003 as compared to 
$464,163 ($8.12 per boe) for the year ended December 31, 2002. Operating costs were impacted by significant 


workover expenses in 2003 amounting to $1.55 per boe. 


In 2003, S.E. Saskatchewan accounted for over 47% of total operating expense at an average of $13.88 per boe. 
This is higher than anticipated. In the fourth quarter, the Company experienced high well servicing and workover 


costs of approximately $186,600 in Saskatchewan or $3.52 per boe. 


The Taber, Alberta area accounted for 38% of total operating expense at an average of $12.36 per boe compared 
to $9.66 per boe in 2002. In 2003, the Company put several new wells on production and incurred additional 
equipment rental expense associated with the new production. Equipment rentals amounted to $91,661 at Taber or 
$2.01 per boe. Some of the rented equipment had been purchased by year end and as this process continues, Taber 


operating expenses should be reduced. 


Sturgeon Lake, Alberta, had total operating expenses in 2003 amounting to 12% of the Company’s total. 
However, on a per unit basis, operating expense increased from $7.50 to $11.14 per boe in 2003, primarily due to 


lower production in 2003. 


General and Administration Expenses 

General and Administration (G&A) expenses were $1,285,784 ($10.70 per boe) for the year ended December 31, 
2003 as compared to $390,596 ($6.84 per boe) for the same period of 2002. The increase in G&A expenses for 2003 
is primarily related to the Company’s expanding operations from the acquisition of the new core area in southeast 
Saskatchewan and the focus on internally generated exploration and development opportunities particularly in the 
Ferrier-Whitecourt area. In 2008, the Company included in G&A $142,729 as stock based compensation related to 
stock options granted in 2008. In 2004, as production increases, G&A expenses should improve on a per unit basis. 
The Company does not capitalize any G&A expenses other than consulting fees directly related to ongoing 


exploration and development projects. 


Interest Expenses 
During the year ended December 31, 2003, the Company had no debt and therefore incurred no interest 


expense. 


Net Income and Cash Flow 
Cash flow is not a standard measure under Generally Accepted Accounting Principles. However, it has wide 
spread industry use and the Company believes it is a useful indication of the amount of cash generated from its 


operations and available to contribute to its ongoing activities. 


The Company generated cash flow of $533,669 for the year ended December 31, 2003, a 44% increase from cash 
flow of $370,656 for 2002. The year-over-year growth in cash flow reflects a 110% increase in production volumes 


and higher product prices in 2003. Mm 


The Company recorded a net loss of $890,898 compared to a net loss of $150,225 (restated) for the same period 
in 2002. On a per share basis, net loss per share in 2003 was $0.04 per share compared to a net loss per share of 
$0.01 in 2002 on both a basic and diluted basis. 


4 n° 
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Depletion, Depreciation, and Accretion 

> Depreciation, depletion and accretion (DD&A) increased to $1,647,610 ($13.71 per boe) in the year ended 
December 31, 2003 from $463,826 ($8.12 per boe) in the same period of 2002. The increase in DD&A was primarily 
the result of increased production in 2003 and a larger asset base being depleted due to increased exploration, 
development and acquisition activity during 2003. Included in DD&A is $82,946 (2002 — $69,886) related to the 


adoption of the asset retirement obligations standard. 


Income Taxes 
The Company’s growth in 20038 resulted in Large Corporation Tax being incurred for the first time in the 
amount of $9,906 (2002 — nil). Winstar has the following tax pools available at January 1, 2004: 


Annual 
Deduction % $ millions 
Canadian oil and gas property expenses 10 3.0 
Canadian development expenses 30 29 
Canadian exploration expenses 100 1.0 
Undepreciated capital cost 25 1.4 
Non-capital losses 10 0.4 
Financing costs 20 1.0 


$9.7 


Capital Expenditures 
In 2008, capital expenditures were $15,066,433 compared to net expenditures of $247,791 in 2002. Included in 
9» 2003 capital expenditures is the addition of $8,076,250 of petroleum and natural gas properties from the Warwick 
Energy Ltd. corporate acquisition. In addition, the Company spent $1,850,483 on land, seismic, geological and 
geophysical expenditures plus $5,081,124 on drilling, completion and equipping in 2003. 


The majority of this activity was concentrated in the Taber and Ferrier-Whitecourt areas of Alberta as well as 
southeast Saskatchewan. In 2004, the capital expenditure program will focus on the Ferrier-Whitecourt area of 


Alberta. 


Acquisition Activity 

On July 31, 2003, the Company completed the acquisition of all of the outstanding shares of Warwick Energy 
Ltd., a private Canadian company having an enterprise value of $8.1 million, for total consideration of 302,858 
common shares of the Company valued at $0.70 per share and $7,382,500 in cash plus the assumption of Warwick’s 


net liabilities. Warwick was amalgamated with the Company on July 31, 2008. 


Liquidity 
The Company is committed to spend $10.5 million on drilling, completion and equipping costs on the Ferrier- 
Whitecourt lands prior to by July 2005 pursuant to an agreement entered into in July 2003. The Company’s 2004 


exploration and development program will be focused on substantially satisfying this commitment by year end. 


To fund this commitment and the ongoing activities the Company has four primary sources of capital. At 
December 31, 2003 the Company had working capital of $2,787,057 compared to $4,056,881 in 2002. In addition to 
existing working capital, cash flow generated from operations is available. Cash flow is expected to continue to 

9 grow and become a more significant contributor to the Company’s financial requirements. The third source of 
financing is bank credit facilities. Winstar currently has $5.3 million of bank financing available. A $3.3 million 


revolving facility for general corporate purposes including capital expenditures and a $2.0 million acquisition 
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facility to be used to acquire producing petroleum and natural gas reserves. At December 31, 2003, the Company 


has not made any draws on these credit facilities. Finally, the Company can raise capital by accessing the equity 


markets. In 2003, the Company raised $14.0 million on the issue of common shares and flow-through common 


shares. 


On August 8, 2003, the Company closed a private placement of 10,000,000 common shares at a price of $0.70 
per share for total gross proceeds of $7,000,000. Proceeds of the offering were designated to finance continuing 


exploration and development activities and for general corporate purposes. 


On December 5, 2003, the Company completed a bought deal financing of 1,907,000 common shares at a price 
of $1.05 per share and 3,570,000 common shares on a flow-through basis at a price of $1.40 per share with an 
underwriting syndicate led by First Associates Investments Inc. and including Haywood Securities Inc. The net 
proceeds of the offering are intended to be utilized primarily towards an exploration program in the Company’s 


extensive farmin acreage, and for continued exploration and development on its current inventory of properties. 


At December 31, 2003, the Company had 36,129,775 shares outstanding (2002 — 20,099,917) basic and 
38,332,105 fully diluted (2002 — 21,702,247). As of April 6, 2004, the Company had 36,607,105 shares outstanding 
and 39,837,105 fully diluted. 


Selected Quarterly Information 


2003 Three Months Ended 
March 31 June 30 September 30 December 31 
Petroleum and natural gas sales 634,093 545,480 1,301,273 1,662,357 
Net Income (loss) 11,141 (20,320) (443,862) (437,857) 
per share, basic and diluted — — (0.02) (0.02) @ 
2002 (Restated — note 3) Three Months Ended 
March 31 June 30 September 30 December 31 
Petroleum and natural gas sales 151,420 428 337 399,297 555,374 
Net Income (loss) (126,654) (21pt52) (31,160) 28,741 
per share, basic and diluted (0.01) —_ — —_ 
Se Sa SS Sp SES SERPS 


x 


New Accounting Standards 


The following describes the effect on the Company of applicable new Accounting standards. 


STOCK BASED COMPENSATION AND OTHER STOCK-BASED PAYMENTS 

Revised Canadian Institute of Chartered Accountants (CICA) Handbook Section 3870, “Stock Based 
Compensation and Other Stock-Based Payments requires all stock options granted to directors and employees to be 
recognized as expenses in the financial statements using the fair value based method effective for fiscal years 
beginning on or after January 1, 2004. As provided by the revised standard, the Company has elected to adopt the 
new requirements on a prospective basis beginning on January 1, 2003. For options gramted in 2002, no 
compensation expense was recorded when options were granted, and the Company continues to provide pro-forma 


disclosure in note 8 to the financial statements. 
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ASSET RETIREMENT OBLIGATIONS 

9 CICA section 3110 “Asset Retirement Obligations” (ARO) is effective for fiscal years beginning on or after 
January 1, 2004 and earlier adoption is encouraged. This new standard requires asset retirement obligations to be 
initially recorded at their fair value discounted to present value and recorded as an increase to the related property 
and equipment with a corresponding balance recorded as a future retirement obligation liability. The increase in 
asset value is depreciated over the asset’s useful life and the ARO liability accretes until the date of expected 


settlement of the retirement obligations. 


The Company has chosen to retroactively adopt this new standard in 2003 with restatement of prior periods, as 


more fully described in note 3 to the financial statements. 


OIL AND GAS ACCOUNTING — FULL COST — ACCOUNTING GUIDELINE 16 (ACG-16) 

This guideline is effective for fiscal years ending on or after January 1, 2004 and earlier adoption is 
encouraged. The guideline establishes new rules for calculating the ceiling (impairment) test. The ceiling test is 
changed to a two stage process that is performed at least annually. The first stage compares the net book value of 
the petroleum and natural gas assets to the undiscounted future cash flows from proved reserves to determine 
impairment. Impairment exists if the net book value of the petroleum and natural gas assets exceeds the 
undiscounted future cash flows. The second stage of the test determines the amount of the impairment to be 
recorded. The impairment recorded is the amount by which the net book value of the petroleum and natural gas 
assets exceeds the discounted future cash flows from proved plus probable reserves. The Company intends to adopt 
this new accounting guideline in the first quarter of 2004. Based on preliminary estimates, the Company 
anticipates an impairment charge of approximately $3 to $4 million will be required as a charge to opening deficit 

» at January 1, 2004 as a result of the adoption of this guideline. 


Business Risks 

Being part of the oil and gas industry, the Company is subject to various governmental regulations which 
change from time to time and which are quite extensive in nature. The Company is very committed to operating as 
a good corporate citizen in a responsible manner. Having a very low involvement in the production of sour gas 
diminishes the Company’s exposure to regulations involving sour gas, but there are environmental risks with any 
oil or gas production. The Company has in place and operates with a corporate safety and environmental standards 
policy. The Company also carries a more than adequate level of insurance for environmental liability, drilling, 


blowouts, business interruption and third party liability. 


The oil and gas industry is continually exposed to the high risk of the uncertainty of finding new reserves, 
fluctuating commodity prices, variable interest rates, inflation, changing foreign exchange rates and unknown 
future income tax rates. The investor may rest assured that the Company is aware of these risks and is committed 
to a continual program of exploration and development guided by a very experienced and highly qualified team. 
When believed beneficial to the Company, hedging contracts for oil and gas are entered into in order to guarantee a 
certain level of revenue. Furthermore, maintaining a reasonable net debt to cash flow ratio is an objective of 


management. 
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Management’s Report 


Management has prepared the accompanying financial statements of Winstar Resources Ltd. in accordance 
with Canadian generally accepted accounting principles. Financial and operating information presented 


throughout this Annual Report is consistent with that shown in the financial statements. 


Management is responsible for the accuracy and integrity of the financial information. Where necessary, the 
financial statements include estimates, which are based on management’s informed judgments. Internal control 
systems are designed and maintained to provide reasonable assurance that assets are safeguarded, transactions 


are properly authorized and reliable accounting records are produced for financial reporting purposes. 


The Board of Directors is responsible for ensuring that management fulfills its responsibilities for financial 


reporting and internal control and has approved the financial statements for issuance to the shareholders. 


DEO < <4 CB 


David A. Monachello Ronald E. Newman 
President and Chief Executive Officer Executive Vice President 
April 30, 2004 


Auditors’ Report 


To the Shareholders of Winstar Resources Ltd.: 


We have audited the balance sheets of Winstar Resources Ltd. as at December 31, 2003 and 2002 and the 
statements of operations and deficit and cash flows for the years then ended. These financial statements are the 
responsibility of the company’s management. Our responsibility is to express an opinion on these finangial 


statements based on our audit. 


We conducted our audit in accordance with Canadian generally accepted auditing standards. Those standards 
require that we plan and perform an audit to obtain reasonable assurance whether the financial statements are 
free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and 
disclosures in the financial statements. An audit also includes assessing the accounting principles used and 


significant estimates made by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial position of the 
company as at December 31, 2003 and 2002 and the results of its operations and its cash flows for the years then 


ended in accordance with Canadian generally accepted accounting principles. 
Crnat : jem AP 


Chartered Accountants 


Calgary, Alberta 
April 22, 2004 
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As at December 31 


Balance Sheets 


WINSTAR RESOURCES LTD. 


2002 
(Restated 
2003 — note 3) 
$ $ 
ASSETS (note 7) 
Current 
Cash 6,726,076 4,234,222 
Accounts receivable and other (note 12) 1,316,523 207,557 
8,042,599 4,441,779 
Property and equipment (note 5) 15,959,910 2,357,877 
Goodwill (note 4) 2,441,038 -- 
26,443,547 6,799,656 
LIABILITIES AND SHAREHOLDERS’ EQUITY 
) Current 
; Accounts payable and accrued liabilities 5,255,542 384,898 
5,255,542 384,898 
Future income taxes (note 9) 1,756,257 236,178 
Asset retirement obligation (notes 3 and 6) 1,414,667 424,109 
8,426,466 1,045,185 
Shareholders’ equity 
Share capital (note 8) 19,393,003 6,382,224 
Contributed surplus (note 8) 142,729 — 
Deficit (1,518,651) (627,753) 
18,017,081 5,754,471 
26,443,547 6,799,656 


See accompanying notes 


On behalf of the Board: 


Bruce R. Libin, Fred A. Moore, 
Chairman of the Board Director 
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Statements of Operations and Deficit 


Years ended December 31 


2002 
(Restated 
2003 — note 3) 
$ $ 
REVENUE 
Petroleum and natural gas sales 4,143,203 1,534,428 
Royalties, net of Alberta Royalty Tax Credit (981,269) (343,486) 
Interest 81,852 34,473 
3,243,786 1,225,415 
EXPENSES 
Operating 1,557,156 464,163 
Depletion, depreciation and accretion 1,647,610 463,826 
General and administration (note 11) 1,285,784 390,596 
Loss on sale of petroleum and natural gas property (note 5) — 216,542 
4,490,550 osomian 
Loss before income taxes (1,246,764) (309,712) 
Income Taxes (note 9) 
Current 9,906 — 
Future income tax recovery (365,772) (159,487) 
(355,866) (159,487) 
Net loss (890,898) (150,225) 
Deficit, beginning of year (627,753) (480,792) 
Change in accounting policies (note 3) — 3,264 
Deficit, beginning of year as restated (627,753) (477,528) 
Deficit, end of year (1,518,651) (627,753) 
Net loss per share (note 8) 
Basic and diluted (0.04) (0.01) 


See accompanying notes 


eo 
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Statements of Cash Flow 


Years ended December 31 


OPERATING ACTIVITIES 
Net loss 
Add items not requiring cash: 
Depletion, depreciation and accretion 
Stock based compensation 
Future income tax recovery 
Loss on sale of petroleum and natural gas property 
Funds provided by operations 
Changes in non-cash working capital 


FINANCING ACTIVITIES 
Issuance of common shares for cash, net of costs 
Changes in non-cash working capital 


INVESTING ACTIVITIES 

Additions to property and equipment 
Acquisition of Warwick Energy Ltd. (note 4) 
Settlement of asset retirement obligations 


Proceeds on sale of petroleum and natural gas property (note 5) 


Changes in non-cash working capital 


Increase in cash 
Cash (bank indebtedness), beginning of year 


Cash, end of year 


See accompanying notes 
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2003 


(890,898) 


1,647,610 
142,729 

(365,772) 
533,669 
228,042 
761,711 


13,123,321 
15,404 
13,138,725 


(6,990,181) 
(7,429,002) 
(11,927) 


3,022,528 


(11,408,582) 


2,491,854 
4,234,222 
6,726,076 


2002 
(Restated 
— note 3) 


$ 


(150,225) 


463,826 
(159,487) 
216,542 
370,656 

53,387 
424,043 


3,930,729 
29,596 
3,960,325 


(453,958) 
(586,612) 
1,053,522 
(107,162) 
(94,210) 


4,290,158 
(55,936) 
4,234,222 
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Notes to Financial Statements 


Years ended December 31, 2003 and 2002 


1. INCORPORATION 

Winstar Resources Ltd. (the “Company”) was incorporated as 679601 Alberta Inc. under the laws of the 
Province of Alberta on January 2, 1996. On February 15, 1996, the Company filed Articles of Amendment and 
changed its name to Virginia Energy Corporation. In August 2000, shareholders approved a name change for the 
Company to Winstar Resources Ltd. The Company’s primary business is the acquisition of, and the exploration for 


and development and production of crude oil and natural gas in Western Canada. 


2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 
These financial statements, which have been prepared in accordance with Canadian generally accepted 
accounting principles, have in management’s opinion been properly prepared within reasonable limits of 


materiality and within the framework of the accounting policies summarized below. 


Property and equipment 


PETROLEUM AND NATURAL GAS PROPERTIES AND LEASE AND WELL EQUIPMENT 

The Company follows the full cost method of accounting whereby all costs associated with the exploration for 
and development of petroleum and natural gas reserves, whether productive or unproductive, are capitalized in one 
Canadian cost centre and charged against income as set out below. Such costs include lease acquisition, drilling, 
equipping, geological and geophysical and overhead expenses directly related to exploration and development 


activities. 


Gains or losses are not recognized upon disposition of petroleum and natural gas properties unless crediting 


the proceeds against accumulated costs would result in a change in the rate of depletion of 20% or more. 


Depletion of petroleum and natural gas properties and depreciation of lease and well equipment is provided on. 
accumulated costs using the unit of production method based on estimated gross proved petroleum and natural gas 
reserves, as determined by independent engineers. For purposes of the depletion calculation, proved petroleum and 
natural gas reserves are converted to a common unit of measure on the basis of one barrel of oil or liquids being 
equal to six mcf of natural gas. Costs of acquiring and evaluating unproven properties are excluded from depletion 
calculations until it is determined whether or not proved reserves are attributable to the properties or impairment 
occurs. The net carrying value of the Company's petroleum and natural gas properties and lease and well 
equipment is limited to the estimated aggregate of future net revenues from proved reserves and the costs of 
unproven properties, net of impairment allowances, less future estimated production costs, general and 
administrative costs, financing costs, and income taxes. Future net revenues are estimated using prices and costs 
in effect at year-end without escalation or discounting and the income tax and Alberta Bora Tax Credit 


legislation in effect at year-end. 
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P OFFICE FURNITURE AND EQUIPMENT 
a The Company records office furniture and equipment at cost and provides depreciation on a declining balance 


basis over their estimated useful lives at rates of 10% — 100%. 


ASSET RETIREMENT OBLIGATION 

The Company recognizes the fair value of a liability for an asset retirement obligation in the period in which it 
is incurred and records a corresponding increase in the carrying value of the related long-lived asset. The fair value 
is determined through a review of engineering studies, industry guidelines, and management’s estimate on a site 
by site basis. The liability is subsequently adjusted for the passage of time, and is recognized as an accretion 
expense in the statement of operations. The liability is also adjusted due to revisions in either the timing or the 
amount of the original estimated cash flows associated with the liability. The increase in the carrying value of the 
asset is amortized using the unit of production method based on estimated grow proven reserves as determined by 


independent engineers. 


GOODWILL 

Goodwill represents the excess of the purchase price over the fair values of the identifiable assets acquired and 
liabilities assumed in business combinations. The Company tests for goodwill impairment on an annual basis, or 
more frequently if events occur or circumstances change that suggest that goodwill has been impaired. If the 
carrying amount of the reporting unit goodwill exceeds the implied fair value of that goodwill, an impairment loss 
is recorded in net loss for the period. Measurement of the fair value of a reporting unit is based on a fair value 


measure using the present value of estimated future cash flows. 


Eo) MEASUREMENT UNCERTAINTY 
The amounts recorded for depletion and depreciation of property and equipment, asset retirement obligations, 
and the ceiling test are based on estimates of proved reserves, production rates, oil and natural gas prices, future 
costs and other relevant assumptions. By their nature, these estimates are subject to measurement uncertainty 


and the effect on the financial statements of changes in such estimates in future periods could be significant. 


JOINT OPERATIONS 
Substantially all of the Company’s petroleum and natural gas activities are conducted jointly with others and, 


accordingly, the accounts reflect only the Company's proportionate interest in such activities. 


FLOW-THROUGH SHARES 

A portion of the Company’s exploration and development activities are financed through proceeds received from 
the issue of flow-through shares. Under the terms of the flow-through share issues, the tax attributes of the 
resource expenditures related to exploratory and development activities are renounced to the share subscribers. To 
recognize the foregone tax benefits to the Company, the carrying value of the shares issued is reduced and the 
future income tax liability increased by the tax effect of the tax benefits renounced to subscribers. The tax effect of 
the renouncement is recorded when the corresponding exploration and development expenditures are incurred and 


renounced. 
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INCOME TAXES 

The liability method is used in accounting for income taxes. Under this method, future income tax assets and 
liabilities are determined based on differences between the financial reporting and tax bases of assets and 
liabilities, and measured using the substantively enacted tax rates and laws that will be in effect when the 
differences are expected to reverse. The effect on future income tax assets and liabilities of a change in tax rates is 


recognized in income in the period in which the change is substantively enacted. 


FINANCIAL INSTRUMENTS 

The Company periodically enters into commodity price derivative instruments to reduce the Company’s 
exposure to adverse fluctuations in commodity prices. No contracts are entered into for trading or speculative 
purposes. Gains and losses relating to commodity price derivative instruments that meet hedge criteria are 


recognized as part of petroleum and natural gas revenue concurrently with the hedged transaction. 


The Company’s policy is to formally designate each commodity price derivative instrument as a hedge of a 
specifically identified future revenue stream. The Company believes the commodity price derivative instruments 
are effective as hedges, both at inception and over the term of the instrument, as the term to maturity, the notional 
amount and the commodity price basis in the instruments all match the terms of the future revenue stream being 
hedged. 


Realized and unrealized gains or losses associated with the commodity price derivative instruments, which 
have been terminated or cease to be effective prior to maturity, are deferred as other current, or non-current, 
assets or liabilities on the balance sheet, as appropriate and recognized in earnings in the period in which the 
underlying hedged transaction is recognized. In the event a designated hedged item is sold, extinguished or 
matures prior to the termination of the related commodity price derivative instrument, any realized or unrealized 


gain or loss on such derivate instrument is recognized in earnings. 


STOCK BASED COMPENSATION 

The Company has a stock option plan, which is described in note 8. Options granted by the Company in 20038 
are accounted for in accordance with the fair value based method of accounting for stock-based compensation, 
whereby the cost of the option is charged to earnings with the offsetting amount recorded to contributed surplus. 
The fair value of stock options is estimated using the Black-Scholes options pricing model. The expense related to 


stock options granted in 2002 is disclosed as pro-forma information in note 8. 


Consideration paid on the exercise of stock options is credited to share capital. 


PER SHARE DATA 

The Company utilizes the treasury stock method in the determination of diluted per share amounts. Under this 
method, the diluted weighted average number of shares is calculated assuming the proceeds that arise from the 
exercise of outstanding, in-the-money options are used to purchase common shares of the Company at their average 


market price for the period. f 


REVENUE RECOGNITION 
Revenues from petroleum and natural gas sales are recognized when title passes from the Company to its 


customer. 


@o 
 % 
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3. CHANGE IN ACCOUNTING POLICIES 


So] Stock based compensation 
The Company elected to adopt prospectively amendments to CICA Handbook Section 3870, “Stock Based 
Compensation and Other Stock-Based Payments” effective January 1, 2003. As a result compensation expense is 
recorded in the statement of operations for all stock options issued after January 1, 2003. Compensation expense 
for options granted in 2003 is based on the estimated fair values at the time of grant and the expense is recognized 
over the vesting period of the option. Adoption of this standard in 2003 resulted in the recognition of compensation 
expense in 2003 in the amount of $142,729 which is included in general and administration expense and 


contributed surplus. 


Asset retirement obligation 


Effective January 1, 2003 the Company adopted CICA Handbook Section 3100 “Asset Retirement Obligations”. 
This change in accounting policy has been applied retroactively with comparative figures of prior periods being 


restated as indicated below: 


Previously Increase As 
Reported (Decrease) Restated 

$ $ $ 

December 31, 2002 

Property and equipment 2,038,211 319,666 ae Oli 
Asset retirement obligation —_— 424,109 424,109 
eS) Future site restoration 130,965 (130,965) — 
Future income taxes 227,668 (8,510) 236,178 
Deficit as at January 1, 2002 (480,792) 3,264 (477,528) 
Site restoration expense 108,022 (108,022) — 
Depletion, depreciation and accretion 376,639 87,187 463,826 
Future income tax recovery (165,574) (6,087) (159,487) 
Net loss (164,973) (14,748) (150,225) 


4. ACQUISITION OF WARWICK ENERGY LTD. 

On July 31, 2003, the Company acquired all the issued and outstanding common shares of Warwick Energy 
Ltd. (“Warwick”), a private Canadian company, for consideration of 302,858 common shares of the Company valued 
at $0.70 per share and $7,382,500 in cash. The value of the acquisition was $ 7.6 million plus the assumption of 
Warwick’s net liabilities. The acquisition was accounted for using the purchase method, with the results of 


operations included from the closing of the acquisition. 
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The purchase price equation is as follows: 


$ 
Cost of Acquisition 
Cash 7,382,500 
Shares Issued 212,000 
Acquisition Costs 46,502 
Total 7,641,002 
Allocation 
Net working capital deficiency (495,702) 
Future income tax liability (1, 5610310) 
Asset retirement obligation (819,274) 
Petroleum and natural gas properties 8,076,250 
Goodwill 2,441,038 
Total 7,641,002 
5. PROPERTY AND EQUIPMENT 
Accumulated 
Depletion and Net Book 
December 31, 2003 Cost Depreciation Value 
$ $ $ 
Petroleum and natural gas properties 17,415,924 3,019,701 14,396,223 
Lease and well equipment 1,927,913 411,514 1,516,399 
Office furniture and equipment 83,985 36,697 47,288 
19,427,822 3,467,912 15,959,910 
Accumulated 
Depletion and Net Book 
December 31, 2002 Cost Depreciation Value 
$ $ $ 
Petroleum and natural gas properties 2,647,280 770,832 1,876,448 
Lease and well equipment 656,119 194,519 461,600 
Office furniture and equipment 25,409 5,580 19,829 
3,328,808 970,931 DSO OT 


On July 31, 2003, the Company added petroleum and natural gas properties valued at $8,076,250 as a result of 
the acquisition of Warwick Energy Ltd. The acquisition is more fully described in note 3 to the financial 


statements. 


On March 13, 2002, the Company acquired an additional 40% working interest in the Rainbow Lake property 
for $467,663, bringing its total interest to 92.5%. Also on March 13, 2002, the Company swapped its 92.5% interest 
in the Rainbow Lake property for a working interest in the Taber (Midland) property and $1,053,522 cash. The 
total value of the property swap, including the cash consideration was $1,795,918. The net book value of the 
Rainbow Lake property was determined based upon relative reserves at the date of the swap and resulted in the 


recognition of a loss on sale of $216,542. 


At December 31, 2003, costs of $ 811,139 (2002 — $87,669) related to unproven properties have been excluded 
from the depletion and depreciation calculation. € 
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6. ASSET RETIREMENT OBLIGATIONS 


» 2003 2002 


$ $ 
Balance, beginning of year 424,109 115,039 
Increase in obligations during the year 141,402 291,769 
On acquisition of Warwick Energy Ltd. (note 4) 819,274 — 
Settlement of obligations during the year (11,927) — 
Accretion expense 41,809 17,301 
Balance, end of year 1,414,667 424 109 


The future asset retirement obligation relates to the Company’s wells and facilities and was estimated by 
management using estimated costs to abandon and reclaim the properties net of equipment salvage value. Total 
undiscounted future asset retirement obligations amount to $2.4 million and are expected to occur over the next 25 
years. The future discounted asset retirement obligation was calculated using a discount rate of 5% and an 


inflation rate of 3%. 


7. BANK INDEBTEDNESS 
The Company has two credit facilities with a Canadian financial institution. The first, a revolving facility of 
$3,300,000 bears interest at the bank’s prime interest rate plus “2%. The second, a non-revolving acquisition 
facility of $2,000,000 bears interest at the bank’s prime interest rate plus %%. The credit facilities are 
collateralized by a general security agreement over all the Company’s assets and a general assignment of book 
7) debts. As of December 31, 2003 there was no amount drawn against either facility (December 31, 2002 — $Nil). No 
cash interest was paid in 2008 or 2002. 


8. SHARE CAPITAL 


Authorized 


Unlimited number of voting common shares with no par value 
Unlimited number of first preferred shares 
Unlimited number of second preferred shares 


The first and second preferred shares may be issued in one or more series. The directors of the Company are 
authorized to fix the number of preferred shares in each series and to determine the designation, rights, privileges, 


restrictions and conditions attached to the preferred shares. 
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Issued — common shares 


24 


Number of Amount 

Shares $ 

Balance, December 31, 2001 7,091,917 2,390,059 
Issued for cash on exercise of stock options 238,000 38,080 
Issue of common shares for cash (a) 8,350,000 2,256,000 
Issue of flow-through common shares for cash (b, c) 4,420,000 1,768,000 
Share issue costs, net of tax benefit of $55,956 — (75,395) 
Balance, December 31, 2002 20,099,917 6,382,224 
Issued for cash on exercise of stock options 250,000 92,000 
Issue of shares for Warwick Energy Ltd. (note 3) 302,858 212,000 
Issue of common shares for cash (d) 11,907,000 9,002,350 
Issue of flow-through common shares for cash (c) 3,570,000 4,998,000 
Tax benefits renounced to shareholders (c) — (718,162) 
Share issue costs, net of tax benefit of $393,620 o (575,409) 
Balance, December 31, 2003 36,129,775 19,393,003 


(a) 


(b) 


(c) 


In January and July 2002, the Company issued 350,000 common shares at $0.16 per share and 8,000,000 
common shares at $0.275 per share, respectively for gross proceeds of $2,256,000. As a condition of the July 


issuance, four of the investors became officers or directors of the Company. 


In December 2002, the Company issued 4,420,000 flow-through common shares at $0.40 per share for gross 
proceeds of $1,768,000. 


In December, 2003, the Company issued 3,570,000 flow-through common shares at $1.40 per share for gross 
proceeds of $4,998,000. In accordance with the terms of its flow-through share offerings, and pursuant to 
certain provisions of the Income Tax Act (Canada), the Company has renounced, for income tax purposes, 
exploration and development expenditures incurred to holders of its flow-through shares in the aggregate 
amount of $4,998,000 (2002 — $1,768,000). In 2003, share capital was reduced and the future income tax 
liability increased by $718,162 to reflect the foregone tax benefits of the expenditures renounced and incuered! 


At December 31, 2003, eligible expenditures of $4,998,000 (2002 — $1,768,000) remain to be incurred. 


(d) In August and December 2003, the Company issued 10,000,000 common shares at $0.70 per share and 


1,907,000 common shares at $1.05 per share, respectively for gross proceeds of $9,002,350. 


@ 
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Stock based compensation 

The Company has established a stock option plan whereby options may be granted to the Company’s directors, 
officers, employees and certain consultants for up to 2,000,000 common shares. Options granted over the maximum 
common shares reserved cannot vest until an increase in the common shares available for issuance pursuant to the 
stock option plan is approved by the shareholders. The exercise price of each option equals the market price of the 
Company's stock on the date of the grant. An option's maximum term is five years and option vesting is determined 


by the board of directors. The following is a continuity of stock options outstanding for which shares have been 


reserved: 
2003 2002 
Weighted Average Weighted Average 
Options Exercise Price $ Options Exercise Price $ 

Opening 1,602,330 0.33 620,330 0.19 
Granted 905,000 1.16 1,275,000 0.38 
Exercised (250,000) 0.37 (238,000) 0.16 
Expired (55,000) 0.40 (55,000) 0.50 
Closing 2,202,330 0.67 1,602,330 0.33 


The fair market value of the options granted was estimated at the date of grant using a Black-Scholes option 
pricing model with the following assumptions for 2003: weighted average risk free interest rate of 4.2% (2002 — 
4.5%); dividend yield of 0% (2002 — 0%); weighted average volatility factor of the market price of the Company's 
common shares of 78% (2002 — 151%); and, an average expected life of the options of 3.5 years (2002 — 4 years). 
Based on these fair market values, and as discussed in note 38, compensation expense in the amount of $142,729 
was included in general and administrative expenses for 2003. For options granted in 2002, the Company continues 
to disclose the pro-forma effect of stock-based compensation on the net loss and the net loss per share. On a pro- 
forma basis, the net loss for the year ended December 31, 2003 would be increased by $114,820 (2002 — $21,416) in 
respect of options granted in 2002, and basic and diluted net loss per share would be increased by $0.005 (2002 — 
$0.01). 


The following summarizes information about stock options outstanding at December 31, 2003: 


Options Outstanding Options Exercisable 
Number Weighted average Number 
Range of Weighted average outstanding at remaining Weighted average outstanding at 
exercise prices exercise price December 31, contractual life exercise price December 31, 
$ $ 2003 ears $ 2003 
0.12 — 0.16 0.13 307,330 2.0 0.13 307,330 
0.36 — 0.50 0.38 990,000 31 0.37 457,500 
1.10 -1.28 1.16 905,000 4.7 1.10 154,998 
0.67 2,202,330 3.9 0.42 918,828 


Per share amounts 


Per share amounts are calculated using the weighted average number of common shares outstanding during 


the year of 24,727,926 (2002 — 11,518,961). The diluted per share amounts are calculated assuming the exercise of 


outstanding, in-the-money options, resulting in a weighted average number of common shares of 25,651,175 (2002 


) — 11,823,536). 
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2003 2002 

$ $ 

Computed expected income tax recovery at 40.62% (2002 — 42.12%) 506,436 130,451 
Non-deductible crown charges and other expenses, net of Alberta Royalty Tax Credit (131,039) 4,576 
Resource allowance 45,100 24,460 
Federal and provincial income tax rate adjustments 3,252 — 
Large corporation capital tax (9,906) — 
Other (57,977) — 
Total 355,866 159,487 

The components of the future income tax liability are as follows: 

2003 2002 

$ $ 

Differences between the tax bases and reported amounts for depreciable assets 2,769,544 649,939 
Asset Retirement Obligations (520,032) (178,635) 
Share issue costs (359,035) (46,856) 
Tax loss carryforwards (134,220) (188,270) 
Total 1,756,257 236,178 
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9. INCOME TAXES 
The future income tax recovery recorded in the statements of operations and deficit differs from the recovery 
calculated by applying the combined Canadian corporate federal and provincial income tax rate to loss before 


income taxes as follows: 


In June 2003, reductions in the Federal and Alberta corporate income tax rates for current and future years 
were substantively enacted. The future income tax recovery recorded includes a benefit of $3,252 related to these 


corporate income tax reductions. 


At December 31, 2003, the Company has non-capital losses of approximately $363,000 available to reduce 


future years’ taxable income. The non-capital losses expire as follows: 2005 — $122,000; 2006 — $71,000; 2007 — 


$118,000; and, 2008 — $52,000. 


10. COMMITMENTS 

The Company has a commodity swap agreement with a Canadian chartered bank that expires March 31, 2004. 
The agreement requires the Company to sell 150 barrels per day of crude oil to the bank at WTI Cdn. $41.30 per 
barrel. At December 31, 2008, this contract was out of the money by $1,154. 


In July, 2003, the Company entered into an agreement with a major oil and gas company whereby the 
Company must complete a $10.5 million work commitment by July 2005 to earn approximately 82 net sections of 
land in Alberta. 


Yd | 
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11. RELATED PARTY TRANSACTIONS 

] During the year ended December 31, 2003, the Company was charged for office furniture, equipment and 
supplies and professional fees by companies currently or formerly controlled by directors and officers of the 
Company in the amount of $16,564 (2002 — $30,264) as follows: 


2003 2002 

$ $ 

Office furniture, equipment and supplies 15,707 _— 
Consulting fees — 17,500 
Professional fees 857 11,364 
Data processing — 1,400 
16,564 30,264 


These transactions were in the normal course of operations and are measured at the exchange amount, which 
is the amount of consideration established and agreed to by the related parties. There are no amounts due to or 


from these related parties as at December 31, 2003 and 2002. 


12. FINANCIAL INSTRUMENTS 


(a) Fair value 
Financial instruments recognized on the balance sheet consist of cash, accounts receivable, and accounts 
payable. As at December 31, 2003 and 2002, there are no significant differences between the carrying amounts of 


these instruments on the balance sheet and their estimated fair values. 


(b) Credit risk 

A substantial portion of the Company's accounts receivables are with oil and gas marketing entities. The 
Company generally extends unsecured credit to these companies, and therefore, the collection of accounts 
receivable may be affected by the changes in economic or other conditions and may accordingly impact the 
Company’s overall credit risk. Management believes this risk is mitigated by the size, reputation and diversified 


nature of the companies to which they extend credit. 


The Company has not previously experienced any material credit losses on the collection of accounts 
receivable. Of the Company’s significant individual accounts receivable, approximately 68% was owing from four 


customers (December 31, 2002 — 90% owing from two customers). 


(c) Interest rate risk 
The Company is exposed to interest rate risk in relation to interest expense on the bank credit facility. Interest on 
the bank revolving credit facilities is charged at the bank’s prime rate plus 1/2% per annum and is accordingly 


subject to fluctuation. 


13. COMPARATIVE FIGURES 
Certain comparative figures have been reclassified to conform with the presentation adopted in the current 


year. 
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A copy of Winstar’s Annual Information Form will be available, free of charge, by contacting the Company, or on SEDAR 


(www.sedar.com). 
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ABBREVIATIONS 
bbls Barrels 
boe barrels of oil equivalent of natural gas and 
crude for on the basis of one barrel of crude 
oil for six thousand cubic feet of natural gas 
(6 mcf = 1 bbl). (This conversion factor is 
not based on either energy content or 
current prices.) 
bopd barrels of oil per day 
boepd barrels of oil equivalent per day 
BPO _ before payout 
Mbbl thousand barrels 
Mcf thousand cubic feet 
Mcfpd thousand cubic feet per day 
MMcf_ million cubic feet 
NGL natural gas liquids 
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